
COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

I n  the Matter of: 
THE EFFECTS OF THE TAX REFORM ACT ADMINISTRATIVE OF 1986 ON C O N T R I B U T I O N S  I N  A I D  OF ) 
CONSTRUCTION AND CUSTOMER ADVANCES CASE NO. 313 

O R D E R  

On August 12, 1987, the Kentucky Public Service Commission 

("Commissionw) issued an Order establishing this proceeding for 

the purpose of investigating the effects of Section 824 of the Tax 

Reform Act of 1986 (wTRAw) on the corporate regulated utilities in 

the Commonwealth of Kentucky and the manner in which this section 

of the TRA is t o  be handled by these utilities. Under t h i s  

sectionc customer contributions in aid of construction ("CIAC") 

and customer advances received by a corporate regulated utility 

after December 31, 1986 are to be included as taxable gross 

income. 

On February 26, 1988, a draft Order was issued detailing the 

proposed methodology to be used by the corporate regulated 

utilities under the Commission's jurisdiction and requesting 

comments from all interested parties participating in this 

procedure. 

Thoee intereeted parties f i l i n g  either comment6 or general 

acceptance were: Delta Natural Gas Company (WDeltaa), Kentucky 

Power Company (w'KPCw), Kentucky Utilities Company ( " K U " ) ,  Attorney 

General of t h e  Commonwealth of Kentucky Brown Sprinkler 



Corporation ("Brown") , Columbia Gas of Kentucky, Inc. 

(mColurnbiam), Western Kentucky Gas Company ("Western"), Union 

Light, Heat and Power Company ( " U L H & P " ) ,  Louisville Gas and 

Electric Company ( " L G L E " ) ,  Home Builders Association of Kentucky 

("'BBAK"), and Contel of Kentucky ("Contel"). 

On April 15, 1988, the Commission i86Ued an Interim Order, 

attached as "Appendix A", wherein it addressed the comments of the 

interested parties and affirmed the findings of the original draft 

Order, with the exception of retroactive refunding of the "gross- 

up" taxes collected by the utilities per the Commission's 

direction in previous tax Orders. The issue of retroactive 

refunding was h e l d  in continuance until further comments could be 
received. 

This Order addresses t h e  issue of retroactive refunding only, 

and all other findings and orders contained in the Interim Order 

remain in f u l l  force and effect. 

Those interested parties filing comments regarding the issue 

of retroactive refunds were: Kentucky-American, Brown, ULH&P, 

LGhE, Columbia , and Contel. 
LGhE opposes the retroactive refunding of taxes collected 

under the "gross-up" method, because this method was a policy 

preacribed by the Commission eubject to the outcome of a formal 

investigation. LG&E stated that *.  . . the proposed retroactive 

refund in this proceeding could constitute retroactive 

rate-making, and is improper and unfair." 

ULHhP agreed with LGGE's position; however, ULHLP would not 

oppose refunding if the refunded taxes could be included in rate 
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base. Columbia currently has  a rate case before this Commission 

and If compelled to refund the taxea,  proposed that the refund be 

included in the rate base in that proceeding. Kentucky-American 

also had a rate case pending before this Commlssion at the time 

its comments were filed and stated that the effect of any refunded 

taxes should be included in its rate base. 

Brown's request for the refunding of taxes collected under 

the "gross-up" method deals mainly with Kentucky-American8 

however, it can be extended to encompass all of the utilities in 
this proceeding. In general terms, Brown states that the 

utilities were aware of the upcoming taxability of CIAC and 

customer advances, and failed to provide adequate warning to its 

customers of the increased costs that taxability would generate. 

Brown went on to add that the utilities failed to provide notice 
of the rate increase represented by t h e  agross-upa of CXAC as 

required by 807 KAR 5:Oll. 

The Information filed in response to t h e  Interim Order 

reflects that the issue of CIAC end customer advances is not 

material in amount to any of the affected utilities with the 

exception of KeRtUCky-AmeriCaR. The gross amount of CIAC 

collected by Kentucky-American during the "gross-up" period was 

approximately $3.8 million in comparison to $277,000 collected by 

ULB&P during the same period. 

T h e  magnitude of the financial impact that the ngros8-upa 

method had on these contributors has been clearly demonstrated. 

However, t h e  utflities were operating under the method prescribed 

by this Commission in previous tax proceeding Orders .  The 
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Commission in those Orders, directed the utilities to use the 

"gross-up" method until an investigation determining the 

appropriate methodology could be instigated. 

The Commission initiated the proceedings which reviewed t h e  

effects the TRA would have on the utilities under its 

jurisdiction. This included the repeal of the provision of the 

tax code excluding CIAC and customer advances from taxable income. 

The utilities gave proper customer notification of these general 

proceedings and were not required to give notification of the 

possible effects of any single issue considered therein. 

Therefore, the notice requirements of 807 KAR 5:Oll have been met. 

The Commission is of the opinion that the arguments in favor 

of retroactive refunding ate not persuasive. The Cornmission thus 

affirms its initial decision not to require the utilities to 

retroactively refund the taxes collected under the "gross-up" 

method 

SUMMARY 

The Commission, after consideration of the evidence of record 

and being advised, is of the opinion and f i n d s  that: 

1. The utilities should not be compelled to r e f u n d  the 
taxes collected under the wgross-upw method. 

2. The Pindings and Orders contained in the Interim Order 

issued in this proceeding not specifically amended herein shall 

remain in full force and effect. 

BE IT SO ORDERED. 
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Done at Frankfort, Kentucky,  this 8th day of .Tidy, 1988. 

P u a L i c  SERVICE CO~~ISSION 

ATTEST: 

Executfve Director 



APPENDIX A 

COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

TEE EFFECTS OF TEE TAX REFORM ACT ) 
OF 1986 ON CONTRZBUTIONS S N  AID OF ADWINI STRATIVE 
CONSTRUCTION AND CUSTOMER ADVANCES ) CASE NO. 323 

INTERIM ORDER 

INTRODUCTION 

On August 12, 1987. tho Kentucky Public Service Cornmiasion 

("Conanisaion*) issued an Order cat8blhhing this proceeding f o r  

the purpose of inve8tigating the  effects o f  Section 824 of the T a x  

Reform Act on the corporate regulated utilitic~ in the 

Commonwealth of Kentucky and the manner in which thi8 section of  

the Tax Ratorn A c t  f 8  to b8 h8ndl.d by theae utilities. Under 

this section, customer contributionr in aid of conatruction 

("CIAC") and custom8r 8dvancea received by 8 corpor8te regulated 

utility after December 31, 1986, 8re to be included am taxable 

gross income. 

The Order required all corporate ragul8ted utilities affected 

by this l a w  to file testimony derctibing the effecto of this 

section of the T8X Reform Act on their operation8 and to respond 

to qucstionr dorignod to aid the Commission in judging the 

magnitude of there etfectr. Anong tho irrurs the utilitic8 were 
asked to respond to warm the following tato-making options Cor the 
troatmont of  CIAC and customr advancoat 

a. Roquiting the contributor to incre8am (*groa8-upw) the 

amount of the contribution to include the 'asrociated t a x  

liability. 

\\ 
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b. Requiring the utility to bear the taw liability 

associated with the contribution and passing the increase to 

on-going customer rates ("no gtoss-up"). 

c. Requiting the utility to pay the t8x associated with the 

contribution and splitting any resulting revenue requirements 

between the on-going customer rates 8nb the contributor. 

d. A leasing agreanrant between the utility and the outside 

party rather than 8 contribution transaction. 

e. Recording the contribution at its net present value and 

basing the tax liability on this value. 
f. Treating the contribution 88 deferred revenue and ba8fnQ 

the current tax  Piability on that portion at the contribution 

treated 8s current revenue. 

g. Any other method under consider8tion. Aaong the 

proposals received under thir category was one which would require 

the contribution be grossed up, but offset by the net present 

value of future tax benefits that will result from the 

contribution ("nrodificd gros6-upa). 

In addition to the utilities, the Coamiarion invited other 
interested patties to file testimony or cocxnenta. notions to 
intrrveno in this proceoding wore received horn th8 Attorney 

General oL the Coaaonwe8lth of Kentucky ("AG") 8nd Brown Sprinklmr 
Corporation (a8rown*). Both of these motion. were gr8nted by the 
Commission. Other intereoted parties filing comments were the 

Transportation C8binat of the Commonwealth O f  Kentucky 

(aTran6portrttona) 8nd the Horn8 Builder8 Associ oc K8ntucky 

("HBAK") 
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T h e  utilities filing testimony and/or comment# in this 

proceeding were Delta Natural Gao Company ("Delta*), American 

Telephone and T@legt8ph ("ATLT"), CTE South, Inc. (%TE-), 

Clearwater Disposal, fnc. (*Cl@8rwatera), Wcrtern Kentucky Gas 

Company ("Western*), Union tight, Heat and Power Company 

("ULHCP"),  Columbia Cas of Kentucky, Inc. ("Coluarbia*), Louisville 

Gas and Electric Company ("LG&E*), Kentucky Utilities Company 

("KU"), Kentucky-American Water Company (*Kcntucky-&netican~), 

operations. Contel simply stated that it did not wish to offer a 

1 Kentucky P O w t  Company (*KPC*), Cont.1 of Kentucky, Inc .  

('Cantel"), Scuth Central Bell Telophone Company (*SCB*), and Roy 

Potter Water Service (*Potter*). 

In their reaponsea, ATrT, CTE, SCB, Clearwater, and Potter 

stated th8t thin proceeding wan not 8pplicabl8 to their 
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evidence presented by the participants in this proceeding. The 

parties represented and participating at the hearing were the AG, 

Kcntucky-American, Columbia, KPC, LGCE, KU, Wartern, ULHCB, SCB, 

Brown, BEAK, and Transportation. 

On November 11, 1987, the Comisrion issued an Order 

eSt8bliShing a procedural schedule. This schedule called for 
parties to file brief6 no later than November 30, 1987. The 

Commission granted Motions for  Extensions of Time to File Briefs 

to the AG and Brown. Briefs were filed in thi6 proceeding by 

ULHCP, RPC, KU, Kentucky-American, AG, and Brown. 

On January 29, 1988, the Commission amended ita procedural 

schedule . On February 26, 1988, a draft Order warn issued 

det8iling the proposed methodology to be used by the corporate 

regulated utilitie8 under the Commis8ionB8 jurisdiction and 

r+que8ting co~mnent8 from 811 interested parties participating in 

this procedure. 

Those intere8tcd parties filing either coaunents or general 

acceptance were: Wltar  KPC, KU, AG, Brownr Columbia, Wertern, 
ULEUP, =LE, H B M ,  and Contel. 

It h8. C m 8  to th8 COamf8miOn'S 8ttOntiOn that HBAK ha8 

Called to requeat intervenor status in this proceeding. However, 

the Coaanimmion grant8 EBAlt intervenor statu8 86 if mo requested. 

A11 int8C88t.d parties filing COtUUWntr t89ardlng the draft 

Order agreed with the "no gross=up* methodolegy prescribed by the 

Comirafon for all corporate regulated utilities with the 

exception of Class B and C water and sewer utilitiee. HoweverI 

Columbir proposed langu8ge revisions to the draft 'Order regarding 
'\\ 
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the clarification of the rate base treatment of deferred taxes 

associated with the *no gros8-u~~ methodology. Waving reviewed 

Columbia's language revisions, the Comisrion i m  of th8 opinion 

that they are corroct.l 

Eased on the coments received regarding the draft Order and 

t h e  overall acceptance of the "no qrobb-~p~ method, the Commission 
is of the  opinion that the draft Order should be amended to 

reflect the language revision6 proposed by Columbia and should be 

affirmed with the exception of the refunding ismue. Du8 to tho 

conwent8 and evidence prerented by the AG8 Brown, and - 8  the 

Commission has amended the section entitled Retroactive Refund8 to 

request further information, and of the opinion that thi8 i8.W 

should be inVe8tigated tutther, ?hi6 Interim Order approves all 

findings of the original draft  Order with the exception of the 

retroactive refunding of the taxca collected under the *qros6-upa 

m e t  hod 

INTERNAL REVENUE SERVICE NOTZCt 87-82 

On December 21, 1987, the  Internal Revenue Service ( " I R S " )  

issued Notice 87-82 (publiahed in IRB No. 1987-51)  which provided 

clarification. concerning tho Tar Rotorm Act and CXAC. 
Thi8 Notice stated that generally relocation payment# made by 

I third party a8 tho rceult of rctivitiea of that party for the 

removal and/or relocation of existing plant would continue to be 
treated as non-tax8ble contribution8 to crpital under fRC Section 

'I\ 
The lan9uaga revisions are on pagan 7 ahd 10, and are 
underlined. 
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ll8(a) where the tranafer war made for  the benefit of the public 

as a whole. Exampler cited as these type8 of relocation payments 

were: the relocation of distribution lines for the expansion of a 

public highway, or where a mining operation required the removal 

of existing gas distribution linea. 

The notice also contained inforamtion concerning the 

valuation of CIAC received by a utility. Caner8lly the valu8tion 

will be the amount of carh received or the fair market value of 

the property received which wa8 defined am the utility's 

replacement cost. The notice further stited that 8hould the fair 

market value of property purchared by the utility be lesr than the 

purchase price paid by the utility, then the-difference should be 
recorded 88 taxable CIAC. 

The notice provided that rny transaction or arrangement 
whereby the utility obtainm the benefits and obligations of 
ownership, even though it do8m not pommesm legal title to the 

propertyr will be considered tax8ble CIAC to the utility. St also 
contained explanations of various normalization and accounting 

treatments to be used by the utilitie8 on affected CIAC.' 

The Colmni88ion believes th8t thi8 notice will reduce the 

concerns of government entities' transactions with utilities andr 
therefore, satisfiea tho8e concerns. 

* Thi8 informtion w8s obt8ineb from the "Public Utility 
Executive BtiefS", 88-lr January lSr l9e. Published by 
OeLoitte, Haskins and Sells. Individurl cite8 h8Ve not been 
made . 

I 
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GENERAL DISCUSSION AND FINDINGS 

After considering the evidence of record and SRS Notice 

87-82, the Comr~f8sion 18 of the opinion that there are currently 
four viable  methodologies concerning CIAC which still warrant 

consideration. The following i s  8 brief synopsis of each 

methodology: 

Gross-up: Under thia method the contributor would be 
required to pay the taw liability 8SSOCi8ted with the 
contribution. The contribution wuld bo infl8t.d or 
agroaaed-upm to include the taxes. Under thim scenario 
the tax liability ia signific8ntly increased duu to the 
payment of taxes on taxes. This method adsmes the 
contributor is the cost-caurer 8nd 8hould ba8r the 

Modified Grors-up: This ir identical to the normal 
“gross-up* method with the exception that the net 
present value of tax  depreciation expense to be realized 
by the utility relating to the construction would be 
used to offset the required contribution. This method 
assigns the benefit of future tax depreciation to thc 
contributor. 

No GrO8S-Ug: The tax arsoci8ted with the contribution 
would be paid by the utility r8ther than the 
contributor. This eliminates the increased t a x  
liability caused by the payment of taxes on taxce,. This 
method assumes th8t the custorner8 would receive a 
benefit from construction and, theretore, the Cartying 
cost of the  tax liability should be spread over the 
entire curtoare? bas8 by increaminq rrte base for 
defatted tax.. on CIAC. 

The Kentucky-Amartcan Plant Thl.8 pl8n i m  8 hybrld of  
the mgroa8-upa/ano gtosi-up* methodologies where t h e  
contributor c8n aelect 8 refund or no refund option. 

a. *No Refund” Option: Under thi8 alternative the 
contributor would not be required to pay the 
asrOCi8tctd t 8 x  liability (“no gross-upa). The 
total amount contributed would b. recorded a8 
ordinary  income for tax purpo8es 8nd the 88soci8t.d 

Kentucky-Amer r crn would supply the c8pit.1 
necers8ry t o t  completion of the conrtruction 
(conrtructfon cost = net contributiwm). The 
contribution would be recorded as CIAC and the 

addition81 t8% lhbility. 

taw li8bilit Would be r0~0rd.d 80 8 w y a b l ~ .  
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b. 

In 

developer would not be entitled to any potential 
refund, 

"Refundw Option: Under this rltetnative the 
contribution would be increased to include the 
additional tax  liability (w9t08S'Upa). The 
contribution would be recorded a8 a customer 
advance and the contributor would be entitled to 
any potential refunds of t h e  entire contribution 
within the statutory time limit of 10 years, 

determining what action to take in this proceeding the 
Commission considered the various advantage. and di8adVantagC8 of 

each method in relation to t h e  others. 
It was generally agreed that the Tax Reform Act did  not 

create an additional t a x  liability since ". . any additional tax 

liability created on the front end through contribution or 

advance8 will be offset over time! either through deprechtfon of 

the aso8t or through deductfons for the refund of adV8nC.8 , , , 

Rather, the imsue i m  how to treat the carrying Ch8tge8 a8SOCfated 

with tho deferred tax balances created by theae timing 

dif ferenccs" . 
Deferred taxes arire when there i8 8 difference between tax  

accounting and book ot rate-makfng accounting. A. previously 

stated, the Tax A8forr Act require8 CIAC rnd customer advances t o  

be treated 8. t8xable income to the receiving utility for income 

tax purporeo. The contributed property can then be depreciated 

Lor tax purpasaa owe a pted.torminod t a x  life. ROY8V.fr f o r  

rate-making purpcmmar tho contribution i 8  not  included in the 

t8xablo income OC tho utility, depr8cirtion expenme on the 

Brief of Kentucky Power Cornprny, filed No:amber 30, 1987, 
page 3. 
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contributed property i8 dirrllowed from the operating expense of 
the utility, and the property is excluded trom the utility’. net 

investment rate base. This difference between tax accounting and 

rate-making accounting is gradually reduced over a period of  time 

as the contributed property is depreciated for t a x  purpose8 and 

the asaoci8tcd deferred taxes are asortized. The differences in 

tax accounting end accounting for rate-making equal in the  end 

and, thus, the only issue remaining i8 the time value of money, or 

the carrying charge. 

nomt utilities p8rticipating in thir proceeding mt8t.d 

preference for full flexibility among options on a case-by-case 

basis to decide this issue. Rowever, Brown Sprinkler, in it8 

brief, pointed out that allowing the utilities the option of 

choo8ing a method or methods which they preferred could result in 

a “patchwork pattern of assessments or Charge8 for the trxea and 

handling costs resulting in confusion . . would pose a potential 

financial hazard for srasll buoine8oer engaged in the construction 

and construction rel8t.d trades at site# throughout the 

.tat. . . (8nd) may h8ve 8n rbverre impact on the economic 
development of a01bl) part. of Kentucky while benefiting other 

areas . . The Coamis8ion ag?e@6 With this 88BeS8mCnt. 

When expressing 8 preference for one method over another, the 

utilities (with the exception of ULHCP 8nd Kentucky-American) 0 AG, 

8nd Brown Sprinkler cho88 the *no 9tos.-upa method. This method 

Brief o t  brown Sprinkler, filed December 2 3,  1987, p8QaS 1 
and 2. 
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eliminates the necessity of financing the applicable income tuxes 

with additional collection8 from the contributor. The t a w  could 

easily be paid C r e m  the internally-gencrated ca6h flow of larger 

utilities without necessitating additional external financing and 

the carrying cost could be spread among the general body of rate- 

payers BY allowing deferred taxes on CIAC as an increase to r a t e  

- r  base with a diminutive effect on an individual ratepayer’s 

monthly bill. 

In ita brief, Kentucky Power Company atatad that using 1986 

data “the company would have initiblly p8td $326,000 in state and 

federal tar associated with contribution. and advancam* and t h e  

cuatonrer would have paid the carrying coat through an additional 
revenue requirement of Sll4,OOO. This would equate to .002C per 

kilowatt hour . . a (a) 24$/ycar annual incrsa8e in the average 
customer’s bill a 5  

Converaely, i f  the burden of the tax ia placed antirely upon 

the contributot, usually 8 new or expanding bulinelI, a davaloper, 
or a builder8 the iqpct, and, thus, the potential  consequence^^ 

beCate8 quite significant. Based upon a 34 perc8nt fader81 tax  

rate, full * g r o ~ ~ - u p ~  would require the collection o f  51.5 percent 

more than th8 mount naceesaty prior to  the Tax Reform Act .  A 

$100*000 project then becomes a $1SlrS1S project with no added 

benefit8 to either the developer, the utility8 or its cuatomer8. 

\ v 
Brief oC Kentucky Powor Compmy, fi1.d Nodember 308 1987, 
pager 3 and 4. 

I 
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As a consequence, business expansion, home building, and 

development could be hampered. 

A180 notable i n  thi6 regard i r  that areas acrved by municipal 

or non-profit utilities would gain an advantage in attracting 

bU8heS8 expansion and development i f  taxable utilities were 

tsquir8d to "QtO88-Up" contribution.. Tho "groa.-up" method 
recognizes the tax liability associated with the contribution or 

development; however, it docs not take into con8iderrtion the 

additional growth i n  the number of ratepayers 8 company realizes 

am a result of d a v e l o p a n t .  
Also, becau8e of the intricacies and difficulty in tracing 

the timing and 80urcea of taxel, the AG in ita brief pointed out 

that the adoption of a *qroa8-upm methad entails m .  . . darling 
with an cstimate, the estimate of what the utility muet collect 
beforehand from the contributor to make itrelf whole . . . 
Without knowing w h a t  will be taxed and what the tax rate will be, 

the  estimate of wh8t nceda to be collected from t h e  contributor is 

no more than a guesmtip.te.m6 

The *gros8-upm and mrmdified grosa-up" method. 8r8 .drainis- 

trrtivcly more butdenmame. A. 8 utility realizcm a reduction in 

It8 tax lhbility, a8 a re8ult of tax depr8ciation on the 

contributed asmet, equity 8nd falrne88 would t q u i t a  that refund. 
be made to the contributor whose contribution ganerated t h e  tax 

depreciation benefit. Tho attendant record keeping requirements 

to track the depreciation refund8 would be extensive and, thetr- 

\ 
\\ 

Brief of the AG, filed December 7, 1987, pages 3 and 4. 
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fore, a&lnistratkvely burdensome t o t  gas, electric, and telephone 

utilities where CIAC is minimal in relation to plant in setvi~e. 
The "aodttied g ~ G I 8 ; ' U p "  method would also require the 

selection of an interest rate to  determine the net present  value 

of tax depreciation orpenre. In large c0mpunle8, with a revenue 

requirement basad on a net investment rate base, the 8llowtd rate 
of return could be used aa this intereat rate, or with companies 

that do not utilize a rate base the overall coat of capital might 

be an acceptable alternative. However, ab either of these rates 
vary, the company would have to keep 8ddition.l records to refund 

applicable cuetolaat 8dvances to the contributor. Thi8 would 

cert8inly add to the 8dministrativ8 burden, Purther, there im no 

guarantee that either of there ratca i8 entirely appropriate to 

t h i s  application. Indeed any interest rate used would carry a 

corresponding element of uncertainty. 
A final consideration is the overall federal income t a x  

burden placed upon private and cotgot8te c i t i z e n s  Or Kentucky 

under the various optionr. Due ta the ' tax on tax*  element of the 

wgtoaa-up" 8nd "paadited g~088=up* method., an additional taw 

liability ir cc8rted rfnce tho m o u n t  collected From the 

contributor to pay the t 8 w  is 81.0 consLdered taxable income by 

the XRS. Under the *no gross-up" method, 8 utility's total 

fader81 tar liability is generally 1esB than if the *gross-up* or 

*modified 9t088-up" method8 are used. 

CAS, EtECTRIC AND TELEPBONE C-ANSES 

Since the *no gro8s-upn mothod ha8 8 de minkmi8 effoct on the 

revenue requirementa of th8 98ar 8lectric 8nd tolebhone utilities, 
\\ 
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is easy to adminirter, docs not di5caurrge additional growth, doea 

not place one service area or section of the atate at a 

competitive dis.dv.ntage, doea not increase the total tax  

liability of 8 utility as much a8 tho other options, and mince tho 
potential increase in tax is the re8Ult of temporary, reversible 

timing dffference8, the Ccvnrrpi88ion is of the opinion that this 

method should be employed by the gas, electric, 8nd telephone 

utilities. 

LARGE WATER AND SEWER COUPANIES 

The greatest and probably tho Only differonco in CIAC and 

cu8tomec advance. for 8 water or sewer company 8. oppo8ed to the 

other type. or utility coatpantea is autatiality. Gener811yr for 
gab, electric, and tslephon8 coarp.nie8, CIAC and cumtomer advance8 
account for approximately 2 percent o t  the utility plant i n  

Service while Kentucky-Aaeticrn e8tim8ted that: it compri8.d nearly 

20 percent of it8 plant in servica. Clearly, t h e  impact or 

potential impact on water campanfern can b8 akgnificrntly greater 

than on other coap.nier. Ther8fore8 the Commlrsfon is of the 

opinion that in reg8rd to water coaprniea the  prirury factors to 

be COn8idOr8d are the m t 8 C i 8 l i t y  O f  the contributions to a 
COILIP.RY, t h A t  Cdap.ny'8 8bklity to abrocb 8ny addition81 

cotresponding t8r lhbility th8t m y  occur 8. a teault of the 

contribution, and ita imp8ct on tho Cf~pany'8 cuetmors. 
For Kentucky-Aacrrican, based on the +.timated Coat O f  taxable 

projects to t  1988 of $1,937#000 (a flguro aupplied by Kentucky- 
American), a marfaun fedor81 tax rat. of  34 potcent, and t h e  rat8 

of  return reque8t.d in C a m  No. 10069, Notic8 of Adjurtment Of 
/\ 
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Rates of Kentucky-American Water Company, filed December 1, 1987, 

of 11.09 percent7, tho "no gro0s-up" method would rosult in an 
additional revenue requirement of $119,480.8 Under the method 
proposed by Kentucky-American 8nd utilizing their assumptions as 

put forth in their prefiled testimony (with the exception that an 

allowance for additional atate taxa8 has been eliminated), there 

would be an incrersed revenue requirement of  $47,7929 and would 

require an additional contribution of SS98r707.10 Under the "no 

gross=up* method there would be no increare in the contribution 
required. 

Under KentUCky-&18tiCan'8 plan, the required company 

contribution would ba $263,432, under the *no gro#8-upa method it 
would bo $658,S80. The additional comp.ny contribution required 

under the "no gros8-u~~ method of $395,148 8hould not pose any 

undue burden on Kentucky-Americm. A8 evidenced by Kentucky= 

American's witne8s8 Mr. Perrc l ,  who rtrted 8t the he8thg t h a t  

Testirony Of Chat1.8 F. Phillip., Jr.8 W Q e  17. 
* $lr937,000 (Estimated Project Coat) x 31% (Padecal Tax - to )  = 

$658,580 x 11.09t (Requested Rate of Return) - $73,036.52 x 
1.63589482 (Conver8ion Factor) - $119,460. 
Refunds) - $774,800 x 34% (Federal Tax Rate) - $263,432 x 
11.09% (Requested Rate of Return) - $29,214.60 11: 1.63589482 
(Convereion Factor) = $478792. 

= $1,162,200 x 1.51S15 (Federal Tax Grosz-up Factor) = 
$1,760,907 - $lr1628ZO0 9 $598,707. 

$189378000 (Estimated Project C08t) X 40% (Estimated NO 

lo $1,9378000 (E8timted Project Coat) % 601 (EL, fwt8d Refunds) 
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should a *no gross-up* method be used8 any additional funds 

I 

necessary would not create a problem f o r  the cornpany.ll 

Based on Kentucky-American's total customer bare oC 71,50012 

(including residential, commercial, induetrial, etc.)8 Kentucky- 

American's proposal would require an addition81 ertimated revenue 
requirement of 674 per year per customat. The "no gros@-up" 

method would require an artimrtod $1.67 pat year per customer. 

Thi8 annual $1 difference should not constitute any undue burden 

on Kentucky-Amorican'r customers. 

Under the wgross-up* method no additional revenue requirement 

would be necessary nor would any company contribution be required 

of Kentucky-Ametican. €?owever8 the estirrutcd coat of taxable 

projects would increase from $1,9378000 to $28934,846. nearly a 

$1 ffiillion increar8 without $1 of  additional service# being 

provided by the increame. (This would be true to a smullar extant 

for any utility under the *qros~=upw method). 

While no additional revenue requirement8 would be necesrary, 
the additional co8t would have 8 neg8tive iapact on Kentucky- 

American'8 and the Cemmission'8 joint goal of Kentucky-American 
becoming a regional mupplier of water. The impact of the *gross- 

up* method on thia qorl can be demonatrated by the mwperienee of 

Kentucky-Ateric8n in Scott County wh8ra r e m  potonti81 customers 
claimed that thofr well8 had boen polluted by a landfill. Tho 

l1 

'* December 1987 Monthly Report of K8ntUCky-Am8CiC8n Water 
Ttan8cript of Evidence8 filed Nov0ab.t 20, 19q7, pag8 59. 

Company filed February lo 1988. 
"\ 
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city and county governments involved wera willing to pay the 
expansion costs to Kentucky-American's facilities but refused to 

pay any additional tax increment. The situation was resolved only 

by assuming the  contribution would not be considered taxable 

income to Kcntucky-Am8rican. l3 

Since t h e  "no gross=up" method would not place any undue 

burden on Kentucky-American or i t a  rat8p.yor8, and for the other 

reaaons stated previously, the CGmmi88iOn i8 of the opinion that 

Kentucky-American and all Cl8 .8  A and B water and sewer companies 

should use this method in its tax treatment of CIAC and cu8tomer 

advancer. Bowever, quarterly report8 8hould b8 tiled by these 
comp8nics with t h 8  Coawl88ion in 8ufgici8nt detail to  onrble th8 

CormnLarion to taka 8pproprhte action should t h i a  method become 

burdensome to these companfcm or their ratepayer6 in the futuro. 

SMALL WATER AND SEWER COMPANLES 

NO small watmr or .ewer companies participated in thim 

proceeding. However, the taxation of CIAC and customer advances 

should be an issue of major concern to them companicr. All t h e  

major companies ptticip8ting in tht8 proceeding 8greed that the 

financing of any addition81 tar on CIAC and customer advance6 
would Thi8 pymont may 

pr~taont a financial hard8hlp to small companies. Tha New York 

Public Service Coslaiarion recognized thir difficulty whon in Cam. 

not pte8ant a financial hardship to them. 

NO. 29465 it 8tatedt 

a 
l3 Brief of Kentucky-Asetican Water Company f i l e d  November 30, 

1987, page 3-4. 



, .I 

The comprniea aro often financially W m k ,  have uncertain 
tax aituationr, and have limited administrative capac 
to account for the tax  consequencer of contributions. 

The Commission agrees with this finding. Small companies 

undct’ its juriediction have often experienced difficulty in 

obtaining loans from private sources. The rearon moat often given 
for this inability is the usually poor financial condition o f  

thorn. corPpniea, primarily,  due to the mall cumtomcr base from 

which operating revenues can be derived. 

f h Y  

Since the payment of any additional tar liability incurred am 

the result of CIAC and cu8tarnar advancam could para 8 sever. 

financial hardship on sarsll water and sewer complniea, the  

Comirsion ditect8 C l a s s  C utilitie6 to use the *gros8-upm method. 

The tax increments collected from these contributions rhould be 

placed in an int8r8st beating account with the difference between 
actual tax lirbilfty and the amount coliacted b8ing refunded to 

the individual COnttibutOt8 with i n t e r e s t .  

As 8tated above by the New York Co0mia8ion, #am11 water rnd 

SCWCr C ~ ~ a p m 1 i 8 8  h8ve an uncertain tax bitu8tfon. The COntti- 

bution., dcprrnding on the amount. rtceivmd when con8iderod with 

the other vrthbl.8 involved in determining actu8l tax l~abllityr 

mnay have little or no impact on the88 coqmniea actual tax 

. llabflity. Therefore, rhould future operations indicat8 that the 

PtO~8.dhg on Motion oC the Comrsimrfon a$ to the Proposed 
Accounting and Rate-mking Procedure. %, eo Implement 
Requftcmentr of the Tax Reform Act of 1986 a8 they Effect 
Public Utilities, Order issued July 7, 1987. 
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"no gro~ls-up* method would not Caum SeVeta h8tdrhtp on the.. 

rmall cornpanic. or their customcr8, t h i 8  method ahould also be 

adopted by t h e s e  comprniar. 

ACCOUNTING TREATHE" 

In accounting for the collection8 and the resulting tax lia- 

bility, deferred t a x  accounting should be practiced in accordance 

with Gener.1 Instruction 18, Comprehensive Intarperiod Income Tax 
Allocation, the Unifora Qyatem of Account#. Adequate records 

of collections, tax liabilities, depreciation, and deferred tax 

balrnce8 should be kept in such order that the08 amount8 can 
rc8dtly be rugplied to the Coa~i88ion upon reque8t. 

REE"DS ON CUSTOMER ADVANCES 

A s  is the cane now, the Corprais8ion i 8  of the O p h i O I a  that 

refund8 on those amounts Ch88ifitd 8s customer advances for 

construction should be continued. Refund8 are returned a8 new 

customers are added to th8 proparty financed by cuatomet advancem. 

OTSER CONSIDERATIONS 

Deviation. 

Though specific nethod8 to be followed by jurisdictional 

utilities when collecting CIAC and custoret advances are 
grarcribed herefa, th8 Coamiaaion recognizes that  certain 
c ircmtancea  may necemitate deviation. to those pte8ctfbed 

method8. Ther.fore, tho Corkmiasion, upon proper notific8tion and 

sufficient justification, will perrit deVhtiOn8 if warranted on a 
caae-by-cam b8ri8. 



Retto8ctive Rzilunde 

The AG, in it8 btief, r@qUe#tecP that the t 8 Y  contributions 

that have been collected thum far under the “gtO88‘UPa method be 

refunded i f  another method is prr8cribed. Originally, the 

Conrmi8sion was of the opinion that i t  would be fmpropet to compel 

the utilities to refund there taxer rinca the utilities wero 

operating under the method prsuctibed by tho Coarmirrion in 

previour tax proceeding Ordot8 which r q u i r e d  tho ure of the 

*9?O88-UpN methob. However, the AG, Brown, and HBAK requested 

that tho Colllmpkrrion reconrider tho i8ruo of rotunding the income 
t8Xe8 collected under the *gtO#.-Up* Pethod. H B M  pre8ont.d 

campelling cvidenc8 a# t o  the significant effect t h e  “gr088-up“ 

method h8d on the contrfbutotr 8a compared to th8 utilitieu. 

Bard On the comonto r.C*iVOdr tho Collrari88hn t e q t ~ O a t #  that 

the following information along with any other evidence that the 

respondent deem8 appropriate be filedr 

a. The n e t  anount oL CIAC and cuatomer advance. 
collocted under th8 *groa8-upm sathod. 

b. Total t8X.8 collected UndlOt the *gtO##=Up“ method 
aepr8ted into rtrte 8nd feder81. 

C. Projected rat. ba8e 8nd rovenue effect8 i f  the 
t8xe8 wet8 required t o  be refunded. 

d. Any adoor80 effocto that tho utility might expect 
to occur duo to the requireatont of rofundm. 

0. Any dlffioultioo that tho utility right exp.ct to 
eccur 8uch a8 determining tho uounts and who is 
entitled to refundr. 

\ 
\ 
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The Coa~atsrrlon, after COn6fdOt8tiOn of the evldcnce of record 

8nd being rdvlsed, is of the opinion and find8 that3 

1. Taxable electric, gamr and telephone utilities rhouid 

uae the "no gros8-upm methodology for CIAC and customer advancer 

collected on and after the d8te o f  thie Ordec. 

2. Taxable class A 8nd B wafer 8nd rawer utilltiea 8hould 

uae the "no gross-up" raethodology for CIAC and cuatomat advancer 

collected on and after the date of thia Ordot. 
3. Taxable Cl8.8 C water 8nd sewer utflitiea should use the 

*gros8-upa methodology for CIAC and cu8toaer 8bv8nce8 collected on 

and after the bate of this Ordot. 
4. If the tax collected under t h e  *qro68-upm aethod is 

greater th8n the 8 C t U 8 1  tax liability rssoc~8tod with the CIAC or 

customer advance at year's end, then the utility rhould refund 

back to the contributor the excar8 mount8 collected with 

intereat. 

5 .  The inter8.t r8t8 ahould b8 th8 a- rate as th8t which 

is pre8cribed for curtom8r deposita. 
6 .  Taxable C a r 8 8  A c B water 8nb .wet utilities ahould 

file qu8rtorly roportm with thi8 Coaropl8sion in such dot8il 88 to 
enable tho m i l l s i o n  to dot8tmine the imp8ct of  the *no 9toa8-upa 

amthod on tho utility and i t a  cuitomorr. 
7. In accounting for the collectlona 8nd the re8ultlng t a x  

liability, deferrod tax  accounting rhould b8 pr8cticed in 
accordance with the Uniform Syatea of Account8 prescribed for that 

particular utility. Adequate record8 of collection, t a x  
'\ 
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liabilities, depreciation, and deterred tax bal8nc.s should be 

kept such that these amount. can readily be supplied to the 

Commission upon request. 

8 -  Refunds on cuatolncr advances for construction are . 

appropriate and should be continued. 

9 -  The dr8ft Order of Pobtu8ry 26, 1988, a@ amended herein, 
should be 8ffirmed. with the oxceptton ot the issue of refundlng 

taxes collected under the * ~ f 0 6 m - ~ p ~  method. Thls issuo ahould be 

further invtstigrtad. 

10. All intereoted parties dckiring to file evidence 
concerning thc issue of refunding tho taxes collected under the 

"gross-up" method as requested in the section on retroactive 

refund8 should do 80 by Uay 6, 1988. Pattie8 8hOUld fi10 11 
copies of the information with the Coamirrion 8nb 8etv. a copy on 
e8Ch party listed on the Servico liat. 

BE IT so O R D ~ R ~ D .  

Done at Frankfort, Kentucky, t h l 8  15th dsy of AprU, 1988. 
By the Coanaimaion 

ATTEST I 

*'Fz 
Ekecutive Dire 


